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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor 
Gifford-Hill & Company, Inc. 
Dallas, Texas
It is hard to believe that taxpayers today are 
not completely cognizant of the requirements 
of the Internal Revenue Code and U. S. Trea­
sury Regulations with respect to substantiation 
of travel and entertainment expenses. However, 
a number of Tax Court cases have recently sus­
tained disallowances by the Commissioner be­
cause the taxpayer could not prove his expen­
ses were actually business motivated, nor could 
he satisfy the substantiation requirements of 
Section 274(d).
Section 274(d) provides that no deduction 
shall be allowed under Section 162 or 212 for 
travel and entertainment expenses “unless the 
taxpayer substantiates by adequate records or 
by sufficient evidence corroborating his own 
statement” the amount, time, place, business 
purpose, and business relationship of the ex­
penditures made. Section 274 also requires a 
direct or primary relationship between the 
expenditure and the business enterprise. This 
relationship must be substantiated by proper 
records; it is not enough just to prove the ex­
pense was incurred.
A review of the 1971 cases on substantiation 
of travel and entertainment expenses indicates 
that the Tax Court is rigidly enforcing Section 
274. Taxpayers who wish to deduct travel and 
entertainment expenses are going to have to 
put forth the necessary effort to comply with 
the provisions. It seems pertinent to review at 
this time some of the cases which illustrate 
what not to do.
Pleasure Boats
There were two cases during 1971 dealing 
with deductions for expenses incurred in main­
taining a yacht or pleasure boat for the en­
tertainment of customers. One is a Tax Court 
case and the other, a U. S. District Court case 
from Tennessee. In Nichol, North, Buse Com­
pany, the corporate taxpayer acquired a 52- 
foot yacht ostensibly to be used to entertain 
customers.
Although entertainment expenses relating 
to facilities are treated differently than those 
relating to activities, Section 274 requires for 
both categories a direct and primary relation­
ship between the expenditure and the business 
enterprise. It sets forth the same require­
ments for substantiation of such expenditures. 
In substantiating the expenditures for a facil­
ity, it is necessary to establish that the facility 
is used primarily for business purposes (at least 
50 percent of the time). In order to establish 
such use, the taxpayer in the Nichol case kept 
a log containing notations of the business af­
filiation of guests. However, in only a couple 
of instances was there a notation of a business 
discussion or other business purpose served. 
In some instances the log noted that a trip 
was made to entertain bankers and attorneys, 
but there was no indication that any business 
was transacted.
The sales manager, who was a member of 
the shareholder family, testified as to the busi­
ness purpose of the various trips or the other 
entertainment on the boat, but the effect 
of his testimony appeared to be conjecture on 
his part as to what might have been discussed. 
The Court held that the evidence was not suf­
ficient substantiation to prove the yacht was 
acquired primarily for business use. The log 
neither established that specific business dis­
cussions took place on each occasion, nor did 
it clearly establish that the active conduct of 
business took place during the business trips. 
Furthermore, the log did not establish that 
the personal use of the boat was less than the 
business use. The case is a little peculiar 
because the amounts in question are for the 
year in which the boat was acquired. It was 
acquired too late in the boating season to get 
very much use before time to store it for the 
winter.
A District Court in Tennessee reached a 
different result in McAdams v. U.S.
In McAdams the company was deducting 
only the operating expenses and depreciation. 
The boat was owned by the company and was 
used only to entertain customers or potential 
customers. The company officer who piloted the 
boat had his own boat to use for family mem­
bers and personal friends. No food or beverage 
expenditures were claimed. The government 
contended that the substantiation requirement 
of Section 274(d) necessitated a separate 
breakdown of the amounts expended for each 
guest. The District Court held for the taxpayer. 
A log was maintained recording the names of 
the guests and the date of entertainment. The 
items for which deductions were taken, such 
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as depreciation, maintenance, fuel, and insur­
ance, did not have to be allocated to each 
guest, according to this Court. The use of 
pleasure boats to entertain potential customers 
was an accepted business procedure in the 
community and the company was able to estab­
lish the exact amount of annual sales which 
were the direct result of the “soft sell” tactics. 
The District Court found this evidence suf­
ficient to establish the necessary business con­
nection.
The issues were slightly different in the two 
pleasure boat cases summarized above. The 
McAdams were able to prove by outside evi­
dence that the only use of the boat was for 
the entertaining of customers, and they were 
also able to establish the business connection 
without written memoranda indicating business 
discussions or transactions which took place on 
each use of the boat. In the Nichol case, no 
established business practice was shown; there­
fore, the memoranda with respect to each trip 
needed to be more specific and complete in 
order to establish the business relationship. 
However, the different result in the two cases 
might be an indication of a much more restric­
tive interpretation of Section 274 by the Tax 
Court than in the other Federal courts.
Entertainment
Other 1971 cases which involved disallow­
ances due to lack of substantiation under 
Section 274 dealt with entertainment activities 
and club dues and charges. For example in 
Martin Grossman, TC Memo 1971-233, the tax­
payer deducted all the expenses for a Bar 
Mitzvah for his son and a “sweet sixteen” party 
for his daughter. Although the evidence estab­
lished the amount of such expenses, there was 
no evidence offered indicating the business 
purpose of the parties or the business relation­
ships involved. The taxpayer was a tour direc­
tor and purportedly invited prospective cus­
tomers to the parties. He entered into evidence 
a notebook listing the people who had been 
invited, but there was no way to relate this 
information to any business purpose or to any 
active conduct of his business. The House and 
Senate Committee reports, published at the 
time of the adoption of Section 274, stated 
that, where a large group of persons are en­
tertained or where the distractions are sub­
stantial, the cost will only be deductible where 
there is a clear showing of a direct relationship 
to the active conduct of the taxpayer’s trade 
or business. Business promotion must be the 
predominant purpose of the entertainment.
The Zimco Electric Supply Company case, 
(TC Memo 1971-215), concerned the substan­
tiation of deductions for country club dues 
and charges incurred at the club. The club had 
not been used extensively by anyone during the 
year in question, but at least half of the charges 
which were deducted on the taxpayer’s return 
were signed by the company president’s wife or 
by his eleven-year-old son. The dues and 
charges were disallowed to the taxpayer and 
were held to be dividend income to the com­
pany president.
The charge slips when originally reviewed by 
IRS agent had no notations as to whether they 
were personal or business expenses. Later the 
company president made notes on the tickets 
indicating the persons entertained and their 
business relationships; all were customers of 
Zimco. The Court gave very little weight to 
these notations or to the testimony of the 
company president, since neither the evidence 
nor the testimony was made contemporaneously 
with the events. The Court held that the tax­
payer failed to meet both the substantive re­
quirements of 274(a) and the substantiation 
requirements of Section 274(d). It simply was 
not established by the taxpayer that the club 
was used primarily in furtherance of the busi­
ness of Zimco.
In Herman Marom, TC Memo 1971-232, a 
home improvement commission salesman was 
denied virtually all of his entertainment and 
travel expenses. This case is the first where the 
taxpayer could not substantiate the amounts 
of the expenses, nor could he substantiate the 
business purpose of the expenditures or the 
business relationships of the people enter­
tained. The Court admitted that under the old 
law, before Section 274, they could reason­
ably assume that he would have been required 
to make some business trips for the purpose of 
attending home shows and also that he would 
have to buy business lunches for sub-contrac­
tors and suppliers. However, in view of the 
rigorous requirements of Section 274, there 
can be no relief under the old law where 
reasonable expenses were allowed. Section 274 
was clearly intended to do away with the rules 
in effect prior to its passage.
The Marom case also points up the fact 
that cancelled checks are not adequate substan­
tiation of expenses. There must be further 
evidence tying the expense to the specific 
event for which the expenditure was made. 
The taxpayer in this case had not saved any 
bills or airplane tickets, and there was no way 
to tie the travel expenditures to the hotel 
expenditures, either from a date standpoint or 
to a business meeting or trade show.
A CPA got in trouble over country club 
charges (George W. Randall, 56 TC No. 67). 
He did not maintain a diary of the charges 
incurred at the club, but he did note on the 
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charge slips at the time he received his month­
ly bills whether the entertainment was business 
or personal. The CPA submitted a list of the 
persons for whom the expenses had been 
incurred, but the list was not admitted as evi­
dence because it had not been contempor­
aneously prepared. It was admitted as testi­
mony. The Court recognized the fact that CPAs 
and other professionals cannot advertise and 
must therefore participate in socially-oriented 
organizations as an aid to securing clients. But, 
the Court did not find that it necessarily fol­
lows that the expenses so incurred are busi­
ness rather than personal.
The taxpayer then contended that the ex­
penses should fall within the business meal 
exception to Section 274(a), but the Court 
cleverly surmised that “the circumstances 
normally attending the '19th hole’ and the 
‘gin rummy table’ cannot be regarded as the 
type of circumstances generally considered as 
conducive to business discussion.”
A manager of a weekly magazine ran into 
similar difficulties with entertainment expenses, 
although he had maintained a personal cash 
diary. The taxpayer was also a playwright and 
claimed some entertainment expenses in con­
nection with these activities. Only the ex­
penses incurred in connection with his em­
ployment on the magazine were disallowed 
under Section 274(d). Although the taxpayer  
submitted account books which documented 
on a daily basis his expenditures, the account 
books did not specify the place of the enter­
tainment, the business purpose, or the rela­
tionship of the persons entertained to the 
magazine for which the taxpayer worked. 
The oral testimony did not correct this situa­
tion. This case points out that oral testimony 
may be used to substantiate deductions, but 
there should be some testimony by a witness 
other than the taxpayer. (Norman E. Kennely, 
56 TC No. 72)
A review of these decisions indicates that 
the documentary evidence used to support 
entertainment and travel expenses must be con­
temporaneous, and it must be complete. Many 
taxpayers are guilty of making the briefest 
notes on an American Express ticket or desk 
calendar, and trusting to memory the business 
purpose of the meeting or the business re­
lationship of the person entertained. But trust­
ing to memory such important details is not 
going to satisfy the Tax Court, and legitimate 
deductions may be lost.
It is also important in documenting the use 
of clubs, boats, and other facilities to document 
the personal use of such items sufficiently to 
clearly establish that the facility was used 
more than 50 percent of the time for business 
purposes. Otherwise, business deductions for 
club dues, boat operating expenses, and other 
such maintenance-type expenditures are not 
going to be allowed even though charges for 
specific occasions may be allowed.
THEORY AND PRACTICE
(Continued from page 14)
take into consideration any changes in the 
provisions of the law as finally enacted that 
might differ substantially from the provisions 
of the House bill. This exposure draft (dated 
October 22, 1971) required that the credit be 
used as a reduction of income tax expense over 
the periods in which the cost of the property 
was charged to income. This is a reflection of 
the Board’s view that the credit is in sub­
stance a reduction of the cost of the property 
that results in the credit. Further, the “tax 
credit is not viewed as resulting in a reduc­
tion of income tax expense prior to the time 
the cost of the related asset is charged to in­
come.”
Subsequent to the issuance of this exposure 
draft, the Senate-House conference committee 
reached agreement that may have a great in­
fluence on the eventual treatment of the credit. 
For this committee included in the law a 
provision that, for purposes of making financial 
reports to Federal agencies, the taxpayer may 
account for the credit either currently in the 
year in which the credit is taken as a tax re­
duction or ratably over the life of the asset. 
Whether this provision in the law was inten­
tionally included as a means of overruling the 
Accounting Principles Board is not known. Nor 
is the outcome of the matter in sight at this 
time. The conference committee report in­
cluded the statement that their decision “in­
cluded not only reports made to the Federal 
Government, but also reporting to stockholders 
to the extent any Federal agency has the au­
thority to specify the method of such report­
ing.” Once a method is selected, the same 
method must be followed consistently unless 
permission to make a change is secured from 
the Treasury Department.
Once more, therefore, we are faced with 
two authoritative sources expressing differing 
views on the subject. At the time of going to 
press, the matter is not settled, and this editor 
would not presume to predict which view 
will ultimately prevail. Readers are cautioned 
to make inquiry before attempting to apply 
the credit in their own financial reporting.
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